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To avoid any possible interruption in the production or delivery of war ma-
terials, the Securities and Exchange Commission today announced the establishment 
of a liberalized policy with respect to its requirements regarding physical inven-
tory verification by independent public accountants. 
Where the customary taking of inventory (including observance or test-checking 
by auditors) would curtail production of war materials, such procedures may be 
omitted so long as all reasonable and practical alternative measures are taken by 
the company and its independent public accountants to assure the substantial fair-
ness of inventory amounts stated in the financial statements and proper disclosure 
is made. 
Whenever inquiries on this point have been received from registrants engaged 
in the production of war materials, it has been the policy to discuss with the 
registrant and its accountants the extent to which normal procedures may be followed 
without curtailment of production, and the extent to which it is reasonable and 
practicable to employ alternative procedures or to extend other normal procedures 
with a view to obtaining the most satisfactory possible determination and review of 
inventory amounts. Through the use of extended or substitute procedures, it has 
ordinarily been possible in these cases, for the independent public accountants to 
satisfy themselves as to the substantial fairness of the inventory amounts and 
thus to express their opinion without taking exception to the substantial fairness 
of the representations as to inventories, although their certificate indicated the 
extent to which the normal auditing procedures of observation or test-checking of 
the inventory had not been employed. 
On the basis of such conferences and correspondence where full disclosure of 
the circumstances has been made in the financial statements and certificates, no 
objections have been raised to the omission of normal procedures with respect to 
statements for the current reporting period of companies engaged in the production 
of war materials. 
The following statement of procedure, prepared by William W. Werntz, Chief 
Accountant, will be of assistance to registrants and their accountants faced with 
circumstances which make it necessary to curtail or omit certain normal auditing 
procedures as to inventories in order to avoid delay in production and delivery of 
war materials: 
"The taking of an inventory has always been considered an important part of 
the accounting of a corporation in reporting its position and the results of its 
operations. Observation of the taking of inventory or the test-checking of the in-
ventory has for some time been recognized as a normal procedure to be followed by 
independent public accountants in audits made for the purpose of expressing their 
professional opinion as to whether the financial statements fairly reflect the 
financial position of a company and the results of its operations in accordance 
with generally accepted accounting principles and practices applied on a basis 
- 2 - 33 - 2764 
consistent with that of the preceding year. 1/ Under paragraph (b) (i) of Rule 
2-02 of Regulation S-X, failure to employ any procedure generally recognized as 
normal must be disclosed and the reasons for such omission given. Paragraph 
(b) (ii) of such rule further calls for a representation as to whether the audit 
was made in accordance with generally accepted auditing standards applicable in 
the circumstances. Failure to employ the procedure under discussion would, where 
inventories were of material amount, necessitate an exception to any positive 
statement that such standards had been observed. 2/ The existence of such an ex-
ception, moreover, would make the certificate subject to the citation of a de-
ficiency in respect thereto. It may also be noted that it is generally recognized 
that where an exception is sufficiently material to negative the expression of an 
opinion as to the fairness of the presentation made by the financial statements, 
the auditor should refrain from giving any opinion at all. 3/ 
"Under present circumstances, however, it may in particular cases be impos-
sible to take a satisfactory physical inventory without interruption of the pro-
duction and delivery of war materials. It may also be impossible for the inde-
pendent accountants to have such physical contact with the inventory as normal 
auditing procedure calls for. Where the book inventory records provide sufficient 
control over inventories, a temporary cessation of the periodic comparison with 
the physical stocktakings would ordinarily be less serious than where book records 
are inadequate or lacking. However, it is clearly in the public interest that as 
positive and effective substantiation of the inventory amounts be made as circum-
stances permit. The auditor by devising supplemental procedures based on the cir-
cumstances of the particular case and by extending the scope of normal procedures 
which do not require cessation of production should endeavor wherever possible so 
to satisfy himself as to the substantial fairness of the inventory amounts that his 
certificate, while indicating the omission of the normal procedure of observation 
or test-rcheeking, need not contain an exception to the substantial fairness of the 
presentation of inventories. 
"Where circumstances show that the observance of normal procedures with re-
spect to inventories would result in interruption of production or delivery of 
war materials, it is the administrative policy of the Commission not to object to 
the omission, provided all reasonable and practical alternative and additional 
measures are taken by the company and its accountants to support the substantial 
fairness of the amounts at which inventories are included in the financial state-
ments and provided further that by means of a letter the company indicates the 
necessity for omitting such procedures, and the financial statements and account-
ants' certificate contain appropriate disclosures and representations. In the 
letter to the Commission accompanying or preceding the annual or other report, 
but not as a part thereof, the company should give the following information: 
1/ See Securities and Exchange Commission, Report on Investigation In the Matter 
of McKesson & Robbins, Inc. (1940), particularly pp. 399 ff.; Testimony of 
Expert Witnesses In the Matter of McKesson & Robbins, Inc. (1939), pp. 38 
ff., 150 ff., 199 ff., 250 ff., 295 ff., 348 ff., 405 ff., 460 ff., 512 ff., 
564 ff., and 608 ff. For a statement of present practice see American In-
stitute of Accountants, Statements on Auditing Procedure, Bulletins No. 1 
(October 1939) and No. 3 (February 1940). 
2 / See Accounting Series Release No. 21, p. 3 (February 5, 1941). 
3/ See, for example, American Institute of Accountants, Statements on Auditing 
Procedure, Bulletins No. 2 (December 1939) and No. 8 (September 1941); and 
Rule 5 of the Rules of Professional Conduct of the American Institute of Ac-
countants as revised and adopted January 6, 1941. 
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"(1) Its priority ratings and the extent to which the company is en-
gaged in production of war materials, in terms for example of the 
proportion of inventories, production or other appropriate basis. 
"(2) A statement as to whether normal procedures in the taking of inven-
tories are to be followed except where interruption to the produc-
tion of war materials would result. 
"(3) The delay that would be caused by shutting down to take inventory. 
"(4) A statement as to whether it is feasible or practicable for the par-
ticular company to take reasonably accurate physical inventories 
while the plants are in operation or at times when the plants are 
shut down for other purposes. Such evidence would ordinarily in-
clude an indication of the number of shifts per day, the number of 
days worked per week or other standard period, and whether shut-
downs as for repairs or rearrangements may be utilized for inventory 
taking. 
"(5) If at the time of the last physical inventory it was necessary to 
make significant adjustments in order to reconcile book and physical 
inventories, a summarized statement of the general nature and amounts 
of such adjustments. 
"Under the circumstances of cases of this kind Rule 2-02 of Regulation S-X 
requires, in my opinion, that the accountants' certificate contain at least the 
following information: 
"(a) A specific statement of the extent to which normal procedures as to 
physical inventories were omitted, indicating if such information 
is not given in the statements themselves, the amount of inventories 
involved. 
"(b) A specific statement of the reason why normal physical inventory pro-
cedures were omitted, that is, because their observance would result 
in a material interruption in the production of war materials. 
"(c) A specific statement as to the extent of the accounting records and 
controls as to inventories and as to whether the accountants con-
sider them adequate. 
"(d) A description of the supplementary or extended procedures undertaken 
by the accountants in view of the absence of a physical inventory 
and the omission of normal auditing procedures in connection there-
with. Such description need not be detailed beyond the point neces-
sary to indicate the general nature and extent of the supplementary 
or extended procedures undertaken. 
"In many cases, it is probable that by means of their alternative and ex-
tended procedures the independent public accountants will have satisfied them-
selves as to the substantial fairness of the amounts at which inventories are 
stated, and in such case a positive statement to that effect should be made. In 
some cases it may be that, while the scope of procedures followed will not be 
such as to have so satisfied the accountants, they will be able to take the posi-
tion that on the basis of the work done they have no reason to believe that the 
inventories reflected in the statements are unfairly stated. 
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"Of course, if the scope of the work done or the results obtained from the 
procedures followed or the data on which to base an opinion are so unsatisfactory 
to the accountants as to preclude any expression of opinion, or to require an ad-
verse opinion, that situation must be disclosed not only by an exception running 
to the scope of the audit, but also by means of an exception in the opinion 
paragraph as to the fairness of the presentation made by the financial statements. 
However, in such case, the company and its certifying accountants will be asked 
to furnish the Commission a statement showing that unusual circumstances exist 
which prevent the accountants from undertaking such additional procedures as 
would in the accountants' judgment enable them to satisfy themselves as to the 
substantial fairness of the inventory amounts. Ordinarily, such statement should 
be transmitted to the Commission in advance of filing. 
"The disclosure made in the financial statements and certificate will of 
course be subject to the usual review in the light of the Commission's require-
ments and the circumstances of the particular case. It is implicit that, at the 
earliest opportunity, every reasonable effort will be made to take physical in-
ventory, with normal observation and test-checking by the certifying account-
ants, and that any practicable improvements in the accounting records and con-
trols of inventory will be undertaken. Finally, it should be understood that 
waiver of objections with respect to the current annual report will not neces-
sarily constitute a basis for similar action in respect of annual reports for 
subsequent years or statements filed in registrations for the sale of securi-
ties." 
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